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INTRODUCTION
YOUR BIGGEST ASSET

I have an expensive hobby: buying homes, redoing them, tearing them down and building them up the way they want to be built.

—SANDRA BULLOCK



This book is about big dreams and the money it takes to achieve them.

Above all, it’s about buying and owning your own home, which, to most of us, is the foundation of the American Dream of freedom and prosperity.

For the vast majority of home-owning Americans, our houses are our largest assets—often representing hundreds of thousands of dollars of family wealth and most, if not all, of our net worth. But few of us know how to manage these huge assets. That’s because from a financial point of view, most of our ideas about home buying, owning and selling are distorted, ambiguous and, often, flat-out wrong.

We listen to our home-owning parents, friends and coworkers tell tales of effortless wealth building; it seems they all cracked the mystery of making lots and lots of money by buying a house way back when and then selling right at the top of the market: “Do nothing but live in the place and then cash out.” What could be easier?

Worse yet, we listen to the promises of the home-owning industry, real-estate and home-improvement hawkers whose financial interests are usually at considerable odds with our own. What they tell us boils down to this: “Spend. Spend. Spend. Buy more house. Buy farther out into the suburbs. Remodel the kitchen. Put in a pool.” On and on and on.

Yes, owning your own home is a wonderful feeling. There are few moments in life more sublime than when the moving van pulls away and it hits you—this new home is yours. Whether it’s a cramped apartment in Manhattan or a mid-century ranch in the San Fernando Valley, a home of your own is the cornerstone in the American ideal of personal accomplishment and independence.

But what are the real costs of home ownership?

Far more than you think.

For starters, home owning makes a huge claim on the finances of individuals, made all the worse as home values throughout the country have fallen in the past few years. The situation was bad enough in 2006, just as the collapse of the real-estate bubble was becoming apparent. Back then, according to the Federal Reserve, half the value of all Americans’ homes was mortgaged. Put another way: for every dollar that Americans had invested in their homes, 50 cents was borrowed money. And that was in a boom! In the housing depression we’re now experiencing in much of the country, overall values have fallen so far that many “owners” actually owe more money on their houses than they could get selling them. To put it in the same language: for every dollar of home, $1.25 is borrowed money.

Throughout this book, I’m going to use the word home-owner sparingly, and not just because it’s a clunky coinage that would be better expressed with two words, home owner. No, I’m going to avoid it where I can because most people living in their own homes are not really home owners at all. They’re home buyers. The important distinction being made is that a home buyer is someone still in the process of purchasing his or her home, and it takes most of us many, many years to do that.

This is not just word play, but an effort to refocus your thinking, to get you to appreciate that the process of becoming a home owner is a long-term, active financial exercise that begins only in the three or four months it takes to find a house, get a mortgage, hire movers, sign the closing papers and get in the door. That wonderful moment when the moving van pulls away is just one early step in a lifelong process of building your wealth. If you think of a home owner as someone who has just finished a marathon, that moment when you wave good-bye to the movers is more like the first time your parents let you walk to the end of the block by yourself.

Owning your own home is a reward for wisely managing your life and money and building financial security. It’s not a way to achieve it.

For most Americans it takes about thirty years from the day you move in, sometime in your late twenties or early thirties, to reach full-fledged home ownership. Some start the cycle earlier, some later. Some are mortgage free in their early fifties; others are still making house payments into their seventies.





Along the way, your interests as a buyer-owner will change as you age and your family circumstances, job and life change. For example, the concerns of a young couple struggling to make their payments on a condo are far different from those of a middle-aged couple with two teenagers and just one bathroom or those of a widow alone in a five-bedroom house.

This book is structured to parallel those stages of home buying, from your initial decision to buy a house through full ownership. I’ve divided the entire process into three ten-year periods, the early-, mid- and late-years of the “thirty-year home-buying cycle,” which doesn’t actually come to an end until you have paid off your mortgage debt. That’s when you become an actual home owner.

Keep in mind: This thirty-year cycle is not science, nor does it pertain to the buying of just one house. Most Americans move up two, three or more times over their home-buying years, rolling their equity from one house into the next and the next. So think of the long-term cycle as the period that people are actively in the home-buying process, or, as it’s more often put, “in the housing market.”

INVESTMENTS AND ASSETS



Let’s get some general terminology straight. All through this book, you’ll see homes referred to as “assets” but not always as “investments.” That’s a distinction and a difference.

All investments are assets but not all assets are investments. When you make an investment, you buy it expecting to receive income while you hold it, a profit when you sell it or both. An asset is anything you can convert to cash, either by selling it or offering it as collateral for a loan.

Liquid assets, like stocks, can be converted to cash quickly; hard assets, like a car, take time.

Here’s another way to look at it: The $1,000 loan you make to your cousin at 8% interest for three years is an investment. The electric guitar he buys with it is an asset that he can turn into $100 if he hocks it at a pawnshop.

A home is a bit of both, certainly a big, hard asset and, for readers of this book, a smart investment.

AFTER THE BUBBLE

There’s a saying in the real-estate business: “If you think you own your house, stop making your payments and see what happens.”

Tens of thousands of Americans are learning that lesson the hard way: they are losing their homes. With the foreclosure notices go their savings, their peace of mind, their images of themselves as participants in the nation’s great wealth-producing machine. Their dreams are being tossed out on the curb with the furniture.

But it didn’t have to be that way.

In the first few years of the new century, Americans’ long fixation with home owning metastasized into the biggest residential real-estate bubble in history. Meanwhile, the home-owning cultural mania prevailed twenty-four hours a day on cable-TV networks such as HGTV, Fine Living and The Learning Channel, at every Home Depot and Lowe’s in every suburb in the country, on newsstands where there was a magazine for every taste and house style (from Country Living to Wallpaper, from Old House Journal to Dwell ). All telling you that every dollar you spend on your home is worth more than a dollar in the bank or in government bonds or in the stock market or just about anywhere else you could put it. Home owning, went much of the bubble era’s conventional wisdom, was the one financial sure thing.

Get real. Home owning is not now, was not then and never has been a guaranteed moneymaker. Ask anyone who sold a house in Texas in the 1980s . . . or southern California in the early 1990s . . . or most recently in Las Vegas, San Diego, Phoenix, Miami, Tampa or any number of other deflated bubble markets of the Sun Belt. Ask owners in Kansas City who can look only longingly at the long-term price appreciation enjoyed by their home-owning peers on the coasts. Ask anyone in the former industrial centers of the Midwest or the working towns of New England if they got rich on their houses.

That’s not to say, of course, that home owning didn’t look and often act like a sure thing through much of the last half of the twentieth century. But now, as the nation shakes off the hangover of the most recent real-estate mania, home owning is changing dramatically. There is every reason to believe that the high-water mark of American home owning has been hit and is now falling back. At the height of the bubble, nearly 70% of American families owned their own homes, with the last couple of percentage points coming from a wave of financially marginal buyers who are now struggling to hold on to their houses or have already lost them.

Speculators, who in some areas powered as much as 40% of the home-buying orgy, have bailed. Already on the horizon: the first of millions of Baby Boomers who are looking to cash out, with many of them hoping to fund all or part of twenty- or thirty-year retirements with the money they’ll get selling their homes. That’s a lot of supply, and the demand for all those houses is, at best, iffy.

And as bad as things were immediately after the late-2005 peak of the housing bubble, no one was prepared for the breakdown of the financial system in the late summer of 2008. Like an out-of-control nuclear chain reaction, the housing debacle slammed through the banking system. What began as a wave of home-loan defaults among bad-risk “sub-prime” borrowers exploded into a global financial crisis like nothing anyone has seen since the Great Depression of the 1930s.

The financial fission reached critical mass in a two-week frenzy as the U.S. government rapidly nationalized Fannie Mae, Freddie Mac and American International Group (the nation’s two largest mortgage guarantors and the largest insurer of mortgage-backed securities) and launched a $1 trillion program to assume the country’s most troubled mortgage debts.

That was just the climax of the crisis; the resolution has yet to come. The U.S. economy is facing a period of profound uncertainty. No one has been on this road before, and no one knows how all of this is going to play out.

This much we know: The dollar is struggling. Oil is consuming larger and larger portions of the nation’s income. Venerable financial institutions have gone bankrupt or sold themselves off at yard-sale prices. Business credit is tight. And home mortgages are more and more difficult to obtain.

None of that bodes well for a home-buying economy that relies ultimately on the twin pillars of prosperity: easy borrowing and new jobs. For much of the country, that means home values are unlikely to continue going up as they did for the first half of the decade and, as we have already seen in many places, will actually decline. Indeed, for the first time since records have been kept, the median home price in the United States actually fell in 2007 and continued to fall through 2008. It is widely believed in investment circles that the housing market will continue suffering for years to come.

Yale economist Robert Shiller—regarded with his partner Karl Case of Wellesley College as the nation’s top student of the housing market—predicts that the downturn could last far into the next decade, as the vanguard of the retiring Baby Boomers head toward their seventies.

When more and more Americans are relying on their homes as the foundations of their financial planning, such a prolonged chill on home prices could be devastating.

Buyers, owners and sellers need to prepare themselves for this new, uncertain era. In this book, I’ll show you—whether you are a young adult looking to buy a first home, a family hoping to move up to a dream home or an empty nester cashing out—how to make the most of your biggest asset.

We will look at the financial issues facing Baby Boomers, who are trying to maximize the gains they have in their homes, as well as the plans of Generation Xers, who are now in their prime home-buying years, and Generation Yers, who are just now entering the workforce.

You’ll see:

• Why your home isn’t the investment you think it is

• Why you shouldn’t buy more house than you can comfortably afford

• Why the bigger house isn’t always the best house

• Why you shouldn’t spend so much improving your house

• Why so many home-owning costs are hidden or ignored by home owners

• Why you don’t make the kind of profits on homes that you expect


In short, then, we’ll examine traditional real-estate wisdom and find a lot of it lacking. We’ll learn how some conventional “dos” of home buying will cost plenty of money, while some of the “don’ts” might make plenty. We will look at why some people buy houses when they shouldn’t, and why most people don’t make nearly as much selling a house as they think they do.

In many ways, it’s easier to say what you should not expect from this book than what you should. This is not about how to buy a house, though there is a lot of that in it. Nor is this book about how to sell a house, though there is some of that, too. What this book is mainly about is the period in between. It’s about the decades, the lifetimes even, that we spend living in our biggest financial assets without understanding how to manage them.

There are no secret home-owning schemes here, no special tips that aren’t readily apparent to anyone who understands the basics of finance and management. And there are no guaranteed moneymaking strategies that are beyond the skills of someone who can wield a paintbrush or a hammer.

What there are a lot of, however, are warnings and “hey, wait a minute” moments, in which I raise questions about some bit of conventional home-owning wisdom. At the same time, I’ll try to show you how to approach home buying from a more realistic and financially prudent point of view.

SEVEN KEYS TO SMART HOME OWNING

1.                  Think differently. It’s a house—not a savings account, not an investment fund, not a retirement nest egg. Recognize your house for what it really is—an expensive installment-plan purchase that promises you a hefty rebate down the line. The best way to make a true profit on a home is to pay as little for it as you can. That means buy cheaper and buy quicker. Your goal should always be to buy a home significantly below—20%, 30%, 40% below—the prices for similar properties and to pay for it in much fewer than the standard thirty years.

2.                  Learn the difference between wants and needs. Housing is a necessity, but there are very few people who can honestly claim they need six bedrooms or a master suite a quarter the size of a basketball court. What you have to have in a home is a good structure in a good neighborhood. That’s worth whatever you have to pay. Anything beyond that, however, is what you want to have. And the costs of what you want in your home should be weighed against all the other needs and wants of your life.

3.                  Add up allthe costs of a home. There’s much more to buying and owning a home than just the monthly payments. There are insurance, property taxes, yard maintenance, home owner’s association fees and other bills directly related to the house. Then there are the costs that are not immediately associated with home owning but are the result of it nonetheless—the extra furniture for the extra bedrooms, the pool service, the third car you buy because your neighborhood has no public transit and your teenager goes to a high school on the other side of town or the extra gasoline you must buy because you work twenty-five miles away. On top of those kinds of out-of-pocket expenses, there are other intangible costs: What’s a two-hour commute each way worth if it means you leave most mornings before the kids get up and you come home after they’ve gone to bed? Is a full-time babysitter worth the cost of you and your husband working full-time jobs just to afford a mortgage payment?

4.                  Control your biggest expense. Speed up your loan repayments. A typical home bought with a mortgage today will end up costing its buyer $1 million over the next thirty years. The first way to significantly cut that cost is to reduce interest costs by accelerating your principal payments. Caution: don’t defer retirement savings in favor of rapid mortgage payments. Do both.

5.                  Share the burden. Buy a two-family house or a multi-family building or even just a house with a rental unit as your first home. Pay it off quickly, bulking up your monthly payments with your tenants’ rent and paying off your mortgage early. Then use that house to buy your dream home. You will get out of debt more quickly, have more money to pay for your new home, save more in your retirement fund and use less of your regular income for future housing costs.

6.                  Watch the renovating. Build a new kitchen—or bath or bedroom—because you want it or need it, not because it will make you a profit or enhance the value of your home. A top-of-the-line kitchen remodel like you see on TV or in shelter magazines will cost you more than $100,000 and repay only about 76%. Borrow the money, and your loss will be worse. If you must remodel, pay cash. Do whatever work you can yourself, and you will see huge savings.

7.                  Don’t move so often. Staying put is the best way to build equity, especially in an era when you can’t count on rising values. Most Americans stay in their homes only about seven years, and end up paying four times in interest what they have paid on their loan balance. Then they buy a new house and start the mortgage clock all over again. Stay put and build your equity the old-fashioned way—by paying down your principal.





We’ll delve into the seven points of smart home owning throughout the book. Chapter 1, “Why in the World Do You Want a House?,” explores the most familiar financial arguments for buying a home and finds most of them wanting in a post-bubble world. In chapter 2, “Home Owning in a Troubled Market,” we look at the impact of today’s housing market at various points along the home-buying cycle and offer specific advice for wherever you are in the cycle. It’s great to be a first-time buyer today, but current actual home owners could be facing some tough times.

Chapter 3, “Managing Your Biggest Debt,” introduces the idea that in home owning managing your biggest asset is really all about managing the loan or loans that you have taken out to buy it. We follow that up in chapter 4 with “Making Your Debt Work for You,” which looks at smart ways to borrow against the equity that you have in your home.

We start in on the main topics of the home-buying cycle in chapter 5, “How to Buy a Home,” which focuses on first-time and early-cycle buyers, and looks specifically at opportunities they face getting set on the course of owning a home. Chapter 6, “Settling In,” focuses on the decisions facing mid-cycle home buyers who may be feeling cramped by their current home or are longing for a move up to a bigger house in another part of town. And in chapter 7, “Free and Clear,” we talk about how late-cycle and actual home owners can fit their biggest asset into retirement and estate planning.

Finally, in chapter 8, “The Pursuit of Happiness,” we’ll recap the big points and finish with a flourish on achieving your dreams and building a legacy without going broke in the process.

That’s the end. But now, let’s start at the beginning, with the first question anyone reading this book needs to ask. . . .





CHAPTER 1

WHY IN THE WORLD DO YOU WANT A HOUSE?

The house came to be haunted by the unspoken phrase: ‘There must be more money! There must be more money!’

—D. H. LAWRENCE


Most people think of their homes as savings accounts that they live in. They figure their home is the perfect “two-fer” deal: the expense of owning a house is the “rent”—what they have to pay for the cost of shelter—while their gradually accumulating equity and appreciation build a nest egg they can tap someday to send the kids to college, fund their retirements or take a trip to Disney World.

Sounds like a sure thing, making money as you pay for one of life’s necessities.

Don’t bet the house on it; that nest egg has a big crack in it. That’s because houses are not very good investment vehicles. Economic studies have demonstrated over and over that houses actually cost more to buy and live in than most people make when they sell them. In fact, they rarely match the long-term returns of stocks or other investments.


[image: image]


Why such a poor showing? Houses cost a lot to own and operate, with monthly payments and related expenses typically eating up more than one-third of a young family’s income at a time when they could be saving more efficiently for college or old age.

That’s not even addressing the common practice of borrowing against home equity to spend money on things with no investment value at all, such as paying off credit cards or buying cars, boats or vacations. There’s nothing quite as stupid as finally paying for your 2007 trip to Orlando in 2037, when you settle up your refinanced “cash-out” thirty-year mortgage.

All of this is doubly true today, with much of the country in a real-estate depression. It’s unlikely that cash-strapped, house-poor home owners will be bailed out by a new wave of rising prices anytime soon. Like 1990s tech-stock buyers still waiting for the Nasdaq to recover, many of today’s owners could be stuck in their homes for years and years with little chance of appreciating values contributing to the sizeable bonus equity that they hoped for and, unfortunately, may have counted on.

“Real-estate investments suffer serious and sometimes prolonged downturns,” says economist W. Van Harlow in an early 2007 study of home equity and retirement from the Fidelity Research Institute in Boston. “A real-estate ‘bust’ could be quite damaging to an investor nearing retirement who relied too heavily on home equity.”

Keep that in mind as you read this chapter’s question-and-answer rundown of some of the big financial issues facing home buyers and home owners. These issues and problems will be discussed much more fully in later chapters.

Q: MY HOME IS MY LARGEST ASSET. WHY SHOULDN’T I RELY ON IT AS THE CORNERSTONE OF FINANCIAL PLANNING?

A: Because a house can be an inefficient means of investing, and it costs far more to buy and operate than you think. Home owners can easily end up paying more to live in their houses than the supposed “profit” they make when they sell them.


When most home owners figure their returns, they don’t do much more than subtract the price they paid from the price they received. Then they come up with a really big return because they paid only a 5% or 10% down payment. So they figure they made a huge “profit.”

But they didn’t. That’s because the costs of owning a home—buying it with a long-term mortgage and then paying taxes on it, insuring it, repairing it, renovating it—sap most of what most home owners think they make in price appreciation.

Houses are nice financially because you and your family have to have shelter, and there are not many other things you buy that actually go up in value and can put a six-figure check in your pocket when you sell them. But don’t delude yourself: you’ve probably already spent most of that check, and you’ll spend whatever’s left in just a few days when you buy a new home.

Think of your sale proceeds another way: not as a true profit, but as a large rebate. Some of the thousands of dollars that you paid into the house over the years are being returned to you—sometimes with a bonus, often without.

Q: BUT I’VE ALWAYS HEARD THAT BUYING A HOUSE IS THE BEST INVESTMENT I’LL EVER MAKE!

A: That says more about the investor than the investment. Do you suppose that the best investment Warren Buffett ever made was his house?


Here’s a chart that compares thirty years of home appreciation with thirty years of the Dow Jones Industrial Average, the most widely cited stock-market indicator. As you can see, it’s no contest, even during the huge home-price run-ups of the last ten years.
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For a long time, buying a house was about the only investment easily accessible and affordable to the middle class. Although there are many more opportunities to invest today—discount brokers, 401(k) plans, mutual funds and so forth—and fully half of the nation’s households own stocks, very few Americans still have much in the way of financial assets. Excluding real estate, the median net worth of Americans is just about $28,000.

Grappling with consumer debts, car payments, health-care costs, rising gasoline prices and all their other expenses, much of the middle class can’t afford to invest anything in the future when they are so hard-pressed in the present. So when they do get a bit ahead, they often end up spending what little investment money they have on a home. Given their circumstances and choices, a house probably is the best investment most Americans will ever make.

But don’t brag about it.

Q: BUT ISN’T IT ALWAYS BETTER TO BUY A HOUSE THAN TO RENT? RENT JUST GOES UP AND UP EVERY YEAR, BUT A HOUSE PAYMENT STAYS THE SAME FOREVER!

A: Yes, rents do rise. But so do home owners’ costs. If you have a fixed-rate mortgage, your monthly loan payment will stay the same but all your other costs—property taxes, association fees, utilities—will rise right alongside the renter’s costs. Stay in one house for many years, and your house note could well be your cheapest monthly expense.


As to whether it’s always better to buy than rent, that depends on when and where you buy, and how long you own. Buy at the wrong time—like during the bubble, or in Texas in the 1980s—and you could well end up wishing you had rented instead.

Boom market or bust, home buying has so many extra costs—from upfront “points” paid to a lender to title insurance and appraisal fees, from the huge monthly interest payment to monthly maintenance or home owner association fees—that over the first five to seven years, a renter who invests the equivalent of a down payment in stocks could easily do better overall than a house buyer. Compounding that problem: most home owners move within just seven years!

As the ownership timeline stretches out to fifteen, twenty or thirty years, however, post–World War II history indicates that the buyer will almost certainly do better than the renter in the long term. Well-maintained houses in good neighborhoods generally do appreciate in value, at least as much as inflation. The government subsidizes home buyers’ mortgage-interest payments with a tax deduction, and married couples get a delightful no-tax-at-all break on the first $500,000 of profit they make when they sell. The benefits of those tax breaks are oversold—they aren’t nearly as generous as most home buyers think—but they are still much better than what renters get.

The typical buy-versus-rent argument clouds a more important point that affects far more people, though: a house is a mediocre way to build wealth.

The important issue for home buyers and owners shouldn’t be whether to buy or rent; it’s how much to invest in a house versus stocks, bonds, investment properties or other things. Far too many Americans spend too much on their houses, missing out on the better returns of other investments.

And that especially stings at retirement time, when many home owners plan to sell, take their profits, buy another home in a cheaper locale and bank the rest.

That is the essence of a speculative bubble: it depends on a greater fool coming along, willing to pay you a whole lot more for your home than you paid for it. That’s a scenario that may not be repeated in the United States for a long while.

Q: STILL, EVEN IF THERE ISN’T A LOT OF APPRECIATION, ISN’T IT BETTER TO BE MAKING MORTGAGE PAYMENTS AND BUILDING EQUITY THAN PAYING RENT?

A: Buying a house with a long-term mortgage is just another form of renting. Mortgage interest is rent that you pay to your lender for the use of its money rather than to a landlord for the use of his house.


Because the government believes that it’s a net social benefit to the country to have a lot of home buyers, it subsidizes the interest portion of a monthly mortgage payment with a tax deduction. Years ago, that was a pretty good deal, but now the benefits of the mortgage deduction are way overblown.

Q: ISN’T THAT THE BEST THING GOING FOR HOME OWNERS? THE GOVERNMENT DOESN’T HELP RENTERS.

A: Well actually, every renter in the country gets a hefty tax deduction every year. It’s called the standard deduction and it’s gradually becoming more valuable than the mortgage-interest deduction.


Yes, the mortgage-interest deduction is just about the only additional tax break left to middle-class, salaried taxpayers. But for most of us it’s nothing to write home about. It’s a tax subsidy that recaptures only a small portion of the real costs of borrowing to buy a moderately priced home and living in it. And as taxpayers’ standard deduction keeps going up year by year, the mortgage-interest deduction is quietly disappearing for all but the wealthiest of home buyers and those buying more expensive houses.

To see how little value the home-buyer’s deduction actually has, look at the difference between the ways the government taxes two different types of property owners, home owners and landlords.

They might even be neighbors with houses next door to each other. Bob is a landlord who invests in a house that he rents to someone else; he is far better off on April 15 than Bill, a home owner who lives in his “investment.”

That’s because Bob writes off, dollar for dollar, the property’s expenses against its income and pays tax on only the difference between his costs of owning and the rents he receives. If he rents a house for $2,500 a month and it costs him $2,000 to operate—to pay his mortgage, property taxes, maintenance, utilities, gardening, trash hauling, and everything else—then Bob owes the IRS income tax on just $500. Indeed, with smart use of depreciation and other breaks, a landlord like Bob can end up pocketing that money and live his life virtually income-tax free.

Operating expenses for Bill, the home owner, equal the same $2,000 a month. But Bill is allowed to reduce his taxes by choosing to claim either a standard deduction ($10,900 for married couples in 2008) or a deduction for paying mortgage interest (about $12,500 for a median-priced home bought in 2008 with a 90% mortgage loan).

Because Bill could take the standard deduction whether he owned his home or not, the actual value of the mortgage-interest deduction should be figured on only the difference between his total interest payment and the standard deduction—$1,600. Because Bill is in the 25% tax bracket, the real value of the home-buyer’s tax break? A measly $400. (Yes, there are other deductions available to tax itemizers, but we’re looking here at just the biggest—the mortgage-interest deduction.)

And that small benefit will disappear for Bill in just a couple of years, as the standard deduction adjusts upward and the interest portion of his monthly mortgage payments declines.

Q: SO, SHOULD YOU ALWAYS BUY MORE HOUSE? THE MORE YOU SPEND, THE MORE THE GOVERNMENT PAYS YOU. 

A: That’s like saying, “I’ll spend a dollar to get 25 cents back.” You’re still out 75 cents.


It’s true that the mortgage deduction becomes more valuable the more expensive the house and the higher your tax bracket. It can mean all the difference in the world to home buyers in high-cost areas like California or New York. But even those buyers should never spend money on something that costs hundreds of thousands of dollars and takes three decades to pay for just because there’s a tax deduction.

If Mike, Bill’s 35%-tax-bracket boss, takes out a $2 million mortgage on a waterfront villa, his mortgage interest would come to more than $121,000 the first year. That translates into a $42,000 mortgage-interest deduction—much better than the standard deduction of $10,900. Still nothing to get excited over. Mike could pay cash for the house, not take a tax deduction at all and still come out way ahead.

Even with the deduction, Mike is paying $80,000 rent (interest) on the borrowed money—money that neither buys his house nor comes back in the tax subsidy. It just goes down the same black hole that sucks up any other renter’s money.

Q: I HAVE TO LIVE SOMEWHERE! I HAVE TO PAY SOMETHING FOR A PLACE TO LIVE!

A. Yes, you do. But don’t confuse your real “I-have-to-pay-something” costs with the cost of renting borrowed money. The “I-have-to-pay-something” costs are the actual expenses of living in your own home—property taxes, maintenance, insurance, repairs—costs that anyone owning a property would have.


If Mike paid cash for his $2 million place, he’d still have to pay property taxes, painters, plumbers, electricians and all the other “I-have-to-pay-something” costs.

Q: WOULDN’T I BE PAYING THOSE SAME COSTS IF I RENTED? LANDLORDS PASS ALONG THEIR OPERATING COSTS TO THEIR TENANTS.

A: Yes, successful landlords have mastered the art of using other people’s money to pay for their buildings, including charging tenants for upkeep and improvements. But no, individual renters don’t pay all their landlord’s expenses.


If you live in a multiple-unit building, repair and maintenance costs are spread among all the tenants. Even if you rent a single-family home, though, you aren’t going to pay all the freight.

Suppose you rent a house for $2,000 a month, and the septic system fails. The landlord is obligated to repair it or replace it as soon as possible. The landlord may even be required to pay for you to live somewhere else while the septic system is inoperable.

The landlord could be on the hook immediately for $20,000 or more, but he can’t demand payment from you or suddenly raise your rent to cover those costs. After the current lease is up, the landlord will almost certainly raise the rent, but not enough to recover all his costs quickly. Maybe he’ll raise the rent to $2,500—a substantial increase, to be sure, but not enough to recover the cost of the septic system right away.

The typical home owner is in a similar boat as the landlord—but with no renter to help with the bills. When the septic tank goes, just tack on another twenty grand to the cost of owning a home.

Q: YES, BUT HOME OWNER’S COSTS ARE MUCH MORE MANAGEABLE. THEY DON’T GO UP EVERY YEAR LIKE RENTS.

A: One monthly cost doesn’t go up. Yes, if you have a fixed-rate mortgage, your monthly mortgage payment will remain fixed for the life of the loan. But every other home-owing cost goes up and up as relentlessly as a landlord raises rents. Ask Florida’s home owners about their insurance rates after hurricanes blew through the state. Skyrocketing oil prices have sent Frost Belt heating bills through the roof while deregulated electricity rates have forced Sun Belters to turn off their air conditioners. And rising real-estate taxes have sparked Proposition 13–style taxpayer revolts from Arizona to Maine.

Q: HOW MUCH DOES A HOUSE REALLY COST?

A: You can easily end up spending three times the purchase price of a house. Today’s buyer of a typical $300,000 single-family home who takes out a thirty-year loan will end up paying more than the price of the house just in interest. Add thirty years of property taxes, insurance, regular maintenance and a couple of big-ticket repairs (like a new septic system) or improvements (like a new kitchen and a new master suite), and the lifetime cost of buying the home could easily top out at more than $1 million.
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Q: YES, BUT THE HOUSE WILL BE WORTH MUCH, MUCH MORE.

A: Maybe, maybe not. Whether you come out ahead really depends on where and when you buy. Even cash buyers might be surprised to see that they can’t be assured of always making a profit.


If you had bought a house in Los Angeles in 1990, just as the Cold War ended, local defense industries shut down and the local real-estate market turned downward, you would have had to wait a decade for your home’s value to return to what you paid. If you bought in Dallas in 1986, as the oil boom went bust, your home wouldn’t have appreciated at all before 1998. People who bought houses in the hottest bubble markets—roughly from 2000 to 2006—may not see any price appreciation before 2015 or so. Some economists believe prices won’t recover their bubble-era highs (adjusted for inflation) for fifteen to twenty years.
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Here’s a simplified rundown on a typical single-family home—a house bought for $50,000 in 1977. Numbers are based on national appreciation rates as reported by the Office of Federal Housing Enterprise Oversight (OFHEO); modest estimates of other home-owning costs are included (not adjusted for inflation). The chart compares the costs of buying a house with a long-term mortgage versus paying cash for the same house. Both scenarios have “I-have-to-pay-something” costs, but the borrower is hit with the additional pain of interest costs. (To keep things simple, there are limited transaction costs, no additional borrowing to finance improvements and no refinancing costs, all of which would drive the expenses even higher.) You’ll see, it’s really not a pretty picture for either buyer.

Q: THOSE NUMBERS DON’T SEEM REALISTIC FOR WHERE I LIVE. YOU CAN’T BUY A HOUSE HERE FOR THAT KIND OF MONEY.

A: To be sure, not everyone did so badly as the national average. OFHEO’s Home Price Index calculator puts the average 1977–2007 appreciation for a house in the ever-pricey San Francisco metropolitan area at 1,133%, compared with the national average of just 475% (http://www.ofheo.gov/). So if you bought that $50,000 house in San Francisco in 1977, it would be worth about $617,000 today, and, assuming much the same costs of ownership, you’d make a true profit of $223,000. You would have done well in other coastal metro regions, too. The comparable house would be worth about $591,000 in Los Angeles (up 1,082%), $545,000 in New York (990%) and $430,000 in Washington (760%).


Some other big cities didn’t fare as well. You’d be in the red in Chicago, where home values rose 458% and the house would be worth $279,000. Your house would be valued at only about $175,000 (250%) in Dallas and just $144,000 in Houston (189%).

Q: EVEN IF I HAD BOUGHT IN TEXAS, I’D STILL BE LIVING “RENT FREE” FOR THIRTY YEARS. LOOK AT ALL THE MONEY I’VE SAVED OVER THE YEARS BY NOT PAYING RENT.

A: Living “rent free” is moving in with your parents or your wealthy lover. You didn’t live rent free. At best, you had some of your rent money subsidized by the government and then some more rebated when you sold your property.
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Home buyers like to argue that the “imputed rent”—the money that they didn’t spend on rent—should be counted somehow as part of their housing profits.

That’s false logic. Economists invented “imputed rent” to compensate for a macroeconomic anomaly: as home ownership increases, the amount of national income contributed by rents paid to landlords decreases, but the activity of occupying and living in properties continues as before. So, the economists invented imputed rent—what they describe as rent that a home owner pays to himself in lieu of what he would have paid to a landlord—as a way of accounting for the apparent lost economic activity. But like particle physics or string theory, imputed rent has nothing to do with the world we actually live in, nor does it contribute to home owners’ returns on their investments.

As they say in Jerry Maguire, “Show me the money!” If you’re a home owner, imputed rent doesn’t put one extra dollar in your pocket. It has no impact at all on your day-to-day finances. And there’s no way to account for imputed rent on an income statement. Indeed, on a personal-finance level, imputed rent doesn’t exist; it’s only money not spent. (As if you could mitigate the adverse effects of going into debt to buy an $80,000 Mercedes by imputing all the taxi and bus fares you “save.”)

On the nation’s profit-and-loss statement, imputed rent makes a difference. But any way you look at your personal ledger, you only substituted a monthly mortgage payment for a monthly rent payment.

Q: WHEN I SELL, THOUGH, I GET THE MONEY I’VE SPENT BACK, RIGHT? THAT’S THE REAL PLUS OF BUYING. ALL THOSE MORTGAGE PAYMENTS AND MORE ARE PUT BACK IN MY POCKET WHEN I SELL.

A: That’s assuming that everything breaks your way. Remember, if you add up all your home-owning costs over the years, the odds are that you have spent more than your apparent profit when you sell.


Yes, hold on to your house long enough, and you’re certain to get something back, your rebate. But if you stretched yourself to buy a bigger, more expensive house, then you almost certainly lost more lucrative investing opportunities along the way while you were spending your money buying the house.

If you don’t sell at the top of the market, you could see stagnant or falling values for a while. There have been real-estate bubbles before. San Francisco values peaked in early 1990 before falling for the next eight years, and Houston has seen only grindingly slow appreciation for two decades.

Q: ANYTHING’S BETTER THAN NOTHING AT ALL, RIGHT? EVEN IF I LIVED IN HOUSTON AND DIDN’T SEE GREAT PRICE RUN-UPS, THE INCREASE IN VALUE IS STILL MONEY THAT I WOULDN’T SEE OTHERWISE. EVEN GETTING JUST SOME OF MY MONEY BACK IS BETTER THAN GETTING NONE.

A: There’s another kick in the pants. You haven’t gotten any money back yet. All you have right now is a house that’s thirty years older than when you moved into it. Houses aren’t liquid like real savings accounts. You can’t just insert your ATM card and take out some cash. A house is not even like a stock portfolio; you can’t go online and click the “sell” button and have your money automatically deposited in your account a couple of days later.


One of the unfortunate symptoms of the bubble was the constant fixation with climbing home values. People watched their home values like 1990s tech-stock traders. As house values rose, home owners felt wealthier month by month, often borrowing money to spend on things they probably didn’t need.

That’s unfortunate because the home-owning experience isn’t at all comparable to stock investing. In order to realize your home owner’s windfall, you have to borrow against your house or you have to sell it. If you borrow with a “cash-out” refinance loan, then you have, in effect, just taken your house to a pawnshop. You will need to pay that new loan back, with interest, before you will actually own your house.

If you sell your house, what are you going to do with that big check in your pocket after you’ve walked around for a couple of hours feeling richer than you’ve ever been? You’ll probably spend most of it buying another house.

Q: YES, BUT WHATEVER PROFIT I DO MAKE, WILL BE CAPITAL-GAINS TAX FREE!

A: That break is more illusion than substance. It does indeed give the sellers of expensive properties a nice break, but it means relatively little to people living in average homes.


Under current law, a married couple selling a house isn’t required to pay taxes on the first $500,000 of profit ($250,000 for singles). It sounds great. And it’s one of the most touted attractions of home owning.

But borrow money to buy a moderately priced home, like most of us do, and the capital-gains tax advantage withers. You still get the difference between the price you paid and the price you sold, but it’s going to be way, way less than $500,000. The real bear comes in, though, because unlike any other investment, you aren’t allowed to deduct any of your holding costs (your “I-have-to-pay-something” costs) from the gross sales price.

Yes, you can deduct the costs of actually selling, but that’s it. None of the actual costs of owning and operating the property are subtracted from the sale price. And that, as you’ve already seen, can exceed the total sales price.

Other investments aren’t treated that way. A professional stock trader can sell one hundred shares of stock online, and deduct from his gross profit not only the broker’s commission and the annual account fee, but also the cost of his computer, his Wall Street Journal subscription, the Internet connection, even some of his electric bill. If he borrowed the money to buy the stock, he can write off all the interest. Then, if he still has a gain, he can offset that with a loss from selling another stock.

Landlords have a similar deal—writing off dollar for dollar all of the owning and operating costs that home owners just pay and pay and pay.

Can you, the home owner, write off having your house painted ten years ago? Nope. Repair the roof in 2004? Sorry. Home owner’s association fees? No way. Property taxes? Not if you pay the alternative minimum tax. Replace the rotted piling under the porch? Fuhgeddaboudit.

And the ultimate insult: if you lose money on your house because the market has soured and maybe you have to sell immediately because you lose your job—you can’t write off your loss.

What’s the big capital-gains break for most home owners? No tax on a profit that is probably not a real profit at all. And no write off for a devastating loss that will affect you for years.

Q: I’LL DOWNSIZE, FIND A SMALLER, CHEAPER HOUSE, BUY IT AND THEN INVEST THE REST OF THE MONEY. 

A: Home prices tend to rise or fall across an entire market. If you want to stay in the same metropolitan region and save a big chunk of your rebated nest egg, you should be prepared to go significantly downscale, probably more than you’d prefer. You will most likely have to move to a much, much smaller place or to a much less desirable neighborhood.


Let’s look at a complete, thirty-year rundown on a house in the pricey Washington metropolitan area.

This table shows the costs of buying and owning a hypothetical home in suburban Washington. The house was bought in 1977 for $55,000 and sold in 2007 for $860,000. At the sale closing, the sellers pocketed about $550,000, an apparent 10,900% return on their $5,000 down payment. But further examination of their costs—typical for a house owned for three decades—makes clear that the sellers made a nice but far more modest profit of just $175,000. Sellers elsewhere could easily end up losing money. (For the record, if you perform a proper analysis, computing the owner’s “internal rate of return” over the years, the house makes an annual 3.83%—or .83% after inflation.)
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As you can see, these home owners have done rather well. Their modest $55,000 home is now worth a whopping $860,000. If they sell, they will walk out the door with a tax-free check for about $550,000. But they’re facing an expensive market where the median price of a condo is two-thirds the cost of a single-family home. They don’t have enough money to make the most obvious move down—from their house to a comparable mortgage-free condo that would cost them something in the neighborhood of $575,000.

Q: I’LL MOVE TO SOMEPLACE CHEAPER.

A: You still face borrowing or spending all or most of your cash on your new house—and you will still have maintenance, property taxes, insurance and other “I-have-to-pay-something” costs.


If our Washington couple chooses to leave and move to a cheaper housing market, they will still have costs greater than they think. Popular retirement communities are usually cheaper than big metropolitan areas, but they are not so cheap that sale proceeds will plant them on a country club fairway and pay for the lifestyle that goes with it.

According to Coldwell Banker’s often-cited home-comparison calculator, a house comparable to the place in Washington would cost $439,000 in Fort Myers, Florida, or $407,000 in Orlando. The couple would do a little better moving to Tucson, Arizona, where the comparable house costs $281,000—leaving the Washington home sellers less than half of their rebate windfall.

So yes, cashing out of a pricey market on one of the coasts could give them enough money to buy a nice place on a golf course somewhere in the Sun Belt. And if they’re lucky they might have $200,000 or $300,000 left over. That will generate just $10,000 to $15,000 a year of income, hardly a ticket to the good life.

Q: WHY SHOULD I BUY A HOUSE? YOU MAKE IT SOUND LIKE THERE’S NO GOOD FINANCIAL REASON TO BUY, BUT EVERYONE I KNOW HAS A HOUSE OR WANTS ONE.

A: Owning a home is a wonderful thing. And smart home owning—approaching home ownership with realism and financial prudence—can pay off well. Anything to reduce your borrowing expenses and remodeling costs will provide a handsome return.


On a broader level, home owning is fundamental to a nation built by wave after wave of economic and social strivers. Family-owned homes provide solid foundations for later generations to build on the material accomplishments of their ancestors. It isn’t necessary to even pass along significant wealth, just the point of view that develops from property ownership and the discipline it takes to achieve it. Indeed, if you want to gauge someone’s potential to achieve financial well-being in his or her lifetime, here’s the first question you should ask: “Did your grandparents own their home?”

A house may not be the investment most home owners think it is, but buying a home can be a good, sound way to spend money and build a future.

And beyond the dollars and cents, the main reasons most people buy homes—for shelter, security, a sense of ownership, community and to raise families—have little to do with personal finances and lots to do with a sense of personal worth and self-esteem.

Those are not things easily quantified, but they shouldn’t be ignored either.

Q: WHAT CAN I DO IF I’VE PLANNED TOO MUCH OF MY FINANCIAL LIFE AROUND MY INVESTMENT IN MY HOME?

A: That’s what we will explore in the coming chapters. If you’re a first-time buyer, you can use many of the lessons here to approach home buying with a more realistic, more financially savvy attitude. If you are retired or approaching retirement and want to tap your home’s equity, you can learn to maximize your return without seriously downgrading your lifestyle.


And if you’re somewhere in between, living in your home and wondering how you can better manage it, you can still rein in your expenses and diversify your investments. Wherever you may be, you can use the lessons of this book to reconsider the conventional wisdom about buying a house.

Do the math. Don’t buy or hold on to a house that’s too big for your needs or so expensive that you must strain to pay for it simply because “it’s a good investment.”

It’s not.
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